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STATE OF TENNESSEE

COMPTROLLER OF THE TREASURY

State Capitol
Nashville, Tennessee 37243-0260
(615) 741-2501
John G. Morgan
Comptroller

March 11, 2003

The Honorable Phil Bredesen, Governor
and
Members of the General Assembly
State Capitol
Nashville, Tennessee 37243
and
The Honorable J. Steven Ennis, Chairman
Finance and Administration Committee
Board of Trustees
The University of Tennessee
Knoxville, Tennessee 37996-0180
and
Dr. John W. Shumaker, President
The University of Tennessee
831 Andy Holt Tower
Knoxville, Tennessee 37996-0180

Ladies and Gentlemen:

Transmitted herewith is the financial and compliance audit of the University of Tennessee for the year
ended June 30, 2002. You will note from the independent auditor’s report that an unqualified opinion was given on
the fairness of the presentation of the financial statements.

Consideration of internal control over financial reporting and tests of compliance disclosed certain
deficiencies, which are detailed in the Results of the Audit section of thisreport. The university’s administration has
responded to the audit findings; the responses are included following each finding. The Division of State Audit will
follow up the audit to examine the application of the procedures instituted because of the audit findings.

Sincerely,

by

Comptroller of the Treasury

JGM/sds
02/087



Comptroller of the Treasury

State of Tennessee

Audit Highlights

Division of State Audit

Financial and Compliance Audit
The University of Tennessee
For the Y ear Ended June 30, 2002

AUDIT OBJECTIVES

The objectives of the audit were to consider the university’s internal control over financia
reporting; to determine compliance with certain provisions of laws, regulations, contracts, and
grants, to determine the fairness of the presentation of the financial statements, and to
recommend appropriate actions to correct any deficiencies.

INTERNAL CONTROL FINDING

Need to Better Document Programming
Changesfor the Central Services
Accounting System

At the Knoxville campus, the university
should develop policies and procedures to
better document programming changes for its

Central Services Accounting (CSA) system.
Without the effective documentation of
programming changes, programmers could
potentially perform unauthorized changes to
accounting data and student information
within the CSA system (page 8).

COMPLIANCE FINDINGS

Failureto Properly Record Serial and Tag
Numbersfor Federal Equipment

Departmental personnel are failing to enter the
serial numbers and tag numbers of equipment
purchased with federal funds on the university
accounting  system. Without the prompt
recording of this information on the university’s
accounting system, the university will lack the

ability to properly safeguard and control
these equipment assets (page 8).

Effort Certification Reports Were Not
Completed on a Timely Basis*

For the six-month period ended December
31, 2001, effort certification reports were not
completed on a timely basis. These reports



document payroll costs charged to federaly
sponsored grants and contracts (page 9).

Due Diligence Proceduresfor PerkinsL oans
Need | mprovement

At the University of Tennessee at Chattanooga,
federal due diligence procedures for Perkins
loans were not followed. Management should
ensure that students entering a repayment or
default status are contacted at the required
intervals stipulated in the Code of Federal
Regulations (page 11).

Financial Aid Verifications Were Not

Properly Conducted

At the University of Tennessee at Chattanooga,
for the year ended June 30, 2001, 2 of 21 federal
financial aid verifications tested were not
properly conducted. Necessary corrections were
not submitted (page 14).

Student Status Changes Not Properly
Reported

At the University of Tennessee at Knoxville,
the wuniversity did not aways report
enrollment changes for Federal Family
Education Loan borrowers who dropped
classes, withdrew, or graduated (page 15).

Failureto Properly Justify a Sole-Source
Contract

The university entered into a noncompetitive
(sole-source negotiation) contract with a
marketing firm without adeguate
justification. The university’s Fiscal Policy
allows for a noncompetitive contract when
“only one product or service can meet a
specific need and the product or service is
available from only one source” (page 16).

*Thisfinding is repeated from the prior audit.

OPINION ON THE FINANCIAL STATEMENTS

The opinion on the financial statements is unqualified.

“Audit Highlights” is a summary of the audit report.
recommendations, and management comments, please contact

To obtain the complete audit report, which contains all findings,

Comptroller of the Treasury, Division of State Audit
1500 James K. Polk Building, Nashville, TN 37243-0264
(615) 401-7897

Financial/compliance audits of colleges and universities are available on-line at
www.comptroller.state.tn.us/sa/reports/index.html.
For more information about the Comptroller of the Treasury, please visit our Web site at
www.comptroller.state.tn.us.
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The University of Tennessee
For theYear Ended June 30, 2002

INTRODUCTION

POST-AUDIT AUTHORITY

This is a report on the financial and compliance audit of the University of Tennessee.
The audit was conducted pursuant to Section 4-3-304, Tennessee Code Annotated, which
authorizes the Department of Audit to “perform currently a post-audit of all accounts and other
financial records of the state government, and of any department, institution, office, or agency
thereof in accordance with generally accepted auditing standards and in accordance with such
procedures as may be established by the comptroller.”

Section 8-4-109, Tennessee Code Annotated, authorizes the Comptroller of the Treasury
to audit any books and records of any governmental entity that handles public funds when the
Comptroller considers an audit to be necessary or appropriate.

BACKGROUND

The University of Tennessee was first established as Blount College in 1794 by the
legidature of the Federal Territory. In 1807, the General Assembly renamed the institution East
Tennessee College, and in 1840, designated it a university. East Tennessee University was
selected by the General Assembly to be Tennessee’s land-grant institution under the terms of the
Morrill Act of 1862. In 1879, the General Assembly chose the school to be Tennessee's state
university and changed the name to the University of Tennessee.

Since its establishment, the university has grown into an institution with 20 different
colleges and schools. With its campuses, various experiment stations, and extension services, the
university provides services throughout the state. The university has three accredited units: The
University of Tennessee (Knoxville campus, Health Sciences Center, Space Institute, Institute of
Agriculture, and Institute for Public Service), the University of Tennessee at Chattanooga, and
the University of Tennessee at Martin.

ORGANIZATION

The University of Tennessee is governed by the University of Tennessee Board of Trustees. In
1968, the board reorganized the ingtitution into a university system, giving a central
administrative staff the responsibility for the entire operation of the university. In 2000, the
university was reorganized from a four-campus system into three accredited units. the University
of Tennessee, the University of Tennessee at Chattanooga, and the University of Tennessee at
Martin.



AUDIT SCOPE

The audit was limited to the period July 1, 2001, through June 30, 2002, and was
conducted in accordance with auditing standards generally accepted in the United States of
America and the standards applicable to financial audits contained in Government Auditing
Sandards, issued by the Comptroller General of the United States. Financial statements are
presented for the year ended June 30, 2002. The University of Tennessee is an integral part of
state government. As such, it has been included as a component unit in the Tennessee
Comprehensive Annual Financial Report.

OBJECTIVESOF THE AUDIT

The objectives of the audit were

1. to consider the university’s internal control over financial reporting to determine
auditing procedures for the purpose of expressing an opinion on the financial
Statements;

2. to determine compliance with certain provisions of laws, regulations, contracts, and
grants;

3. todetermine the fairness of the presentation of the financial statements; and
4. to recommend appropriate actions to correct any deficiencies.

Although this audit was not intended to serve as an organization-wide audit as
described in the Single Audit Act, as amended by the Single Audit Act Amendments of
1996, and Office of Management and Budget (OMB) Circular A-133, Audits of States, Local
Governments, and Non-Profit Organizations, it included tests of compliance with applicable
federal laws and regulations and consideration of internal control used in administering
federal financial assistance programs. This audit is a segment of the organization-wide
audit of the State of Tennessee, which is conducted in accordance with the Single Audit
Act.



PRIOR AUDIT FINDINGS

Section 8-4-109, Tennessee Code Annotated, requires that each state department, agency,
or ingtitution report to the Comptroller of the Treasury the action taken to implement the
recommendations in the prior audit report. The university filed its report with the Department of
Audit on June 11, 2002. A follow-up of al prior audit findings was conducted as part of the
current audit.

RESOLVED AUDIT FINDINGS

The current audit disclosed that the university has corrected previous audit findings
concerning the need to properly perform bank reconciliations and the need to adequately
collateralize bank deposits.

REPEATED AUDIT FINDING

The prior audit report also contained a finding concerning the fact that effort certification
reports were not completed on atimely basis. Reports for the six-month period ended December
31, 2001, were not completed on atimely basis, and the finding is therefore repeated.

RESULTSOF THE AUDIT

AUDIT CONCLUSIONS

Internal Control

As part of the audit of the university’s financial statements for the year ended June 30,
2002, we considered internal control over financia reporting to determine auditing procedures
for the purpose of expressing an opinion on the financial statements, as required by auditing
standards generally accepted in the United States of America and the standards applicable to
financial audits contained in Government Auditing Standards, issued by the Comptroller General
of the United States. Reportable conditions, along with recommendations and management’s
responses, are detailed in the findings and recommendations. Consideration of internal control
over financial reporting disclosed no material weaknesses.



Compliance

The results of our tests disclosed no instances of noncompliance that are required to be
reported under Government Auditing Standards. Immaterial instances of noncompliance, along
with recommendations and management’s responses, are included in the findings and
recommendations.

Fairness of Financial Statement Presentation

The Division of State Audit has rendered an unqualified opinion on the university’s
financial statements.



STATE OF TENNESSEE
COMPTROLLER OF THE TREASURY

DEPARTMENT OF AUDIT
DIVISION OF STATE AUDIT

SUITE 1500
JAMES K. POLK STATE OFFICE BUILDING
NASHVILLE, TENNESSEE 37243-0264
PHONE (615) 401-7897
FAX (615) 532-2765

Report on Compliance and on Internal Control
Over Financial Reporting Based on an Audit of
Financial Statements Performed in Accordance With
Government Auditing Standards

November 22, 2002

The Honorable John G. Morgan
Comptroller of the Treasury
State Capitol

Nashville, Tennessee 37243

Dear Mr. Morgan:

We have audited the financial statements of the University of Tennessee, which is a
component unit of the State of Tennessee, as of and for the year ended June 30, 2002, and have
issued our report thereon dated November 22, 2002. We conducted our audit in accordance with
auditing standards generally accepted in the United States of America and the standards applicable to
financial audits contained in Government Auditing Standards, issued by the Comptroller Genera of
the United States. As discussed in Note 18, the university implemented GASB Statement 34, Basic
Financial Satements—and Management’'s Discussion and Analysis—for Sate and Local
Governments, and GASB Statement 35, Basic Financial Statements—and Management’ s Discussion
and Analysis—for Public Colleges and Universities. The university aso implemented GASB
Statement 37, Basic Financial Statements—and Management’s Discussion and Analysis—for Sate
and Local Governments: Omnibus, and GASB Statement 38, Certain Financial Statement Note
Disclosures. The university also changed its capitalization threshold for buildings, land
improvements, and infrastructure; discontinued the capitalization of its livestock; and changed its
method of capitalizing library holdings. The university also changed its method of accounting for
accumulated federal capital contributions under its federal loan programs.



The Honorable John G. Morgan
November 22, 2002
Page Two

Compliance

As part of obtaining reasonable assurance about whether the university’s financial statements
are free of material misstatement, we performed tests of the university’s compliance with certain
provisions of laws, regulations, contracts, and grants, noncompliance with which could have a direct
and material effect on the determination of financial statement amounts. However, providing an
opinion on compliance with those provisions was not an objective of our audit, and accordingly, we
do not express such an opinion. The results of our tests disclosed no instances of noncompliance that
are required to be reported under Gover nment Auditing Standards.

We did, however, note certain immaterial instances of noncompliance that we have included
in the Findings and Recommendations section of this report. We also noted certain other less
significant instances of noncompliance, which we have reported to the university’s management in a
separate | etter.

Internal Control Over Financial Reporting

In planning and performing our audit, we considered the university’s internal control over
financial reporting in order to determine our auditing procedures for the purpose of expressing our
opinion on the financial statements and not to provide assurance on the internal control over
financial reporting. However, we noted one matter involving the internal control over financial
reporting and its operation that we consider to be a reportable condition. Reportable conditions
involve matters coming to our attention relating to significant deficiencies in the design or operation
of the internal control over financial reporting that, in our judgment, could adversely affect the
university’s ability to record, process, summarize, and report financia data consistent with
management’ s assertions in the financial statements.

The following reportable condition was noted:

The university should develop policies and procedures to better document programming
changesfor its Central Services Accounting system.

This condition is described in the Findings and Recommendations section of this report.

A material weakness is a condition in which the design or operation of one or more of the
internal control components does not reduce to a relatively low level the risk that misstatements in
amounts that would be material in relation to the financial statements being audited may occur and
not be detected within a timely period by employees in the normal course of performing their
assigned functions. Our consideration of the interna control over financial reporting would not
necessarily disclose all matters in the internal control that might be reportable conditions and,
accordingly, would not necessarily disclose all reportable conditions that are also considered to be
material weaknesses. However, we believe the reportable condition described above is not a
material weakness.
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We also noted other matters involving the internal control over financial reporting, which we
have reported to the university’ s management in a separate letter.

This report is intended solely for the information and use of the General Assembly of the
State of Tennessee and management and is not intended to be and should not be used by anyone
other than these specified parties. However, thisreport isamatter of public record.

Sincerely,

(20 gy

Arthur A. Hayes, Jr., CPA,
Director

AAH/sds



FINDINGSAND RECOMMENDATIONS

1. Pr ogr am change policies and procedures for the Central Services Accounting system
need improvement

Finding

At the University of Tennessee at Knoxville, management of the university’s Office for
Research and Information Technology (ORIT) has not established effective policies and
procedures relating to the Central Services Accounting system (CSA). The university uses CSA
to maintain student accounts receivable at the Knoxville campus. Because there are only limited
policies relating to program changes, university officials were unable to provide documentation
of management’s authorization and approval of program changes to the CSA system. For
example, program change policies did not require the requesting user’ s identification, the date the
change was requested, management’s approval, the programmer’s identification, descriptions of
the change to be made, date completed, and the user’s acceptance of the completed change.
Without effective program change policies and procedures, programmers could potentially
perform unauthorized changes to accounting data and student information within the CSA
system.

Recommendation

Management of the university’s ORIT should implement effective program change
policies and procedures for the CSA system. These policies should require documentation of the
requesting user’s identification, the date the change was requested, management’s approval, the
programmer’s identification, descriptions of the change to be made, date completed, and the
user’ s acceptance of the completed change.

M anagement’s Comment
We concur. The university’s ORIT office will implement program change policies and

procedures for the CSA system.

2. Failureto properly record serial numbers and tag numbersfor federal equipment

Finding

The university’s equipment records are maintained on its accounting system, the
Integrated R/3 Information System (IRIS). For 21 of 40 equipment items tested which were
purchased with federal research and development funds during the year ended June 30, 2002



(53%), the serial number of the item was not entered in the system. For 15 of the 40 items tested
(38%), the tag number was not entered in the system.

The university’s Fiscal Policy requires that departments “promptly tag equipment and
record the tag (inventory) numbers into the accounting system.”

Office of Management and Budget Circular A-110, .34f, requires that “equipment records
shall be maintained accurately and shall include . . . [the] manufacturer’s serial number, model
number, federal stock number, national stock number, or other identification number.”

Under the university’s new IRIS accounting system, equipment items are initially entered
in the system during the requisition process. Later, when assets are received, departmental
personnel enter the serial number and the tag number for each asset. According to university
personnel, departmental staff members are failing to enter this information.

Without the prompt recording of serial numbers and tag numbers on the university’s
equipment system, the university will lack adequate information to properly safeguard and
control its equipment assets.

Recommendation

The university should make revisions to its IRIS accounting system or take other steps to
ensure that departmental personnel are consistently entering serial numbers and tag numbers on
the university’ s equipment system.

M anagement’s Comment

We concur. The controller’s office will institute a procedure to identify equipment items
without serial numbers and tag numbers, and will send a letter to each department asking that the
serial number and/or tag number be added to the asset record.

3. Effort certification reportswere not completed on atimely basis

Finding

As reported in the previous two audits, effort certification reports were not aways
completed on a timely basis. The university uses after-the-fact effort certification forms to
document the distribution of payroll costs to sponsored agreements. This type of certification is
required of all salaried personnel whenever a portion of their salary is charged to a grant or
contract account through the university’s payroll system. Until December 31, 2001, the
university distributed forms either for each academic term or on a monthly basis to applicable
staff. The forms were submitted by departmental personnel to a campus business office for



review and then forwarded to the university-wide controller’s office. Campus business office
personnel made any necessary adjustments to the distribution of payroll cost. From the
university-wide controller's office, the forms were forwarded to data entry, where the
information from the forms was entered into the university’s effort certification audit system. In
this system, a record was kept of the forms received and those not received, and a record was
kept of significant unresolved payroll distribution variances (greater than 5%). As information
was entered, the system automatically checked to make sure that any necessary payroll
adjustments had been made. The forms were then filed in the controller’ s office.

As of December 10, 2002, for the six-month period ending December 31, 2001, 538 of
the effort certification reports distributed (11%) had not been returned to the controller’s office.
These reports had not been submitted to the controller’s office by departmental or campus
business office personnel or had never been completed by departmental personnel. In addition,
based on effort reports that were processed, there were 503 significant unresolved payroll
distribution variances at December 10, 2002.

Effort certification forms for the fall 2001 semester at the Knoxville, Chattanooga, and
Martin campuses were not distributed until April 2002, and effort certification forms for the fall
2001 quarter at the Memphis campus were not distributed until May 2002. However, federa
regulations require that effort reports be prepared at |east every six months.

Office of Management and Budget (OMB) Circular A-21, Section J.8, states:

Reports will reasonably reflect the activities for which employees are
compensated by the ingtitution. To confirm that the distribution of activity
represents a reasonable estimate of the work performed by the employee during
the period, the reports will be signed by the employee, principa investigator, or
responsible official(s) using suitable means of verification that the work was
performed. . . . For professorial and professional staff, the reports will be prepared
each academic term, but no less frequently than every six months.

Salary transfer vouchers (Form T-17) are prepared by departmental personnel whenever
actual certified time or effort on a grant or contract varies by 5% or more from the percentage of
estimated salary charged. Therefore, the failure to prepare effort certification forms on a timely
basis and to conduct timely reviews could lead to incorrect charges to federal programs. In
addition, if supporting effort reports are never submitted, federal payroll costs are not
documented as required per OMB A-21.

As of January 1, 2002, the university began to use a different method of effort
certification. The university implemented a Web site in connection with its new accounting
system, the Integrated R/3 Information System (IRIS). Effort certification is now performed
online on a monthly basis, and necessary transfer vouchers are automatically routed to
department heads. The addition of the new Web site and information system has greatly
improved both the timeliness and the rate of return of effort reports.

10



Recommendation

The outstanding effort certification forms for the 2002 fiscal year should be submitted,
and any necessary transfer vouchers should be prepared. The significant payroll distribution
variances should be resolved.

M anagement’s Comment

We concur. The controller’s office will work with the campus business offices to get all
forms returned and prepare any necessary salary transfer voucher.

4. Due diligence procedur es for Perkinsloans need improvement

Finding

Due diligence procedures for Perkins loans entering repayment or default status at the
University of Tennessee at Chattanooga are not adeguate.

The Code of Federal Regulations, Section 34, Part 674.42 (c)(1)(i) through (c)(2)(iii),
states that institutions must contact borrowers entering repayment three times during the grace
period: 90 days, 150 days, and 240 days after the commencement of the grace period. Section
34, Part 674.43 (a)(1) states, “if the institution uses a coupon payment system, it shall send the
coupons to the borrower at least 30 days before the first payment is due.”

For the year ended June 30, 2002, testwork was performed on the files of 25 students
whose loans entered repayment status during the fiscal year. The following discrepancies were
noted:

a The 90-day contact letter was mailed 12 to 61 days late for al of the loans tested.

b. Twenty-three of the 150-day contact |etters tested (92%) were mailed 9 to 41 days
late.

C. For 12 of 22 loans tested (55%), the 240-day contact letter was mailed 10 to 73
dayslate.

d. The coupon book was not mailed at least 30 days prior to the due date of the first
payment for 21 of the 22 loans tested (96%). Twenty of the coupon books were
mailed only 23 to 27 days prior to the due date; one coupon book was mailed 40
days after the due date of the first payment.

11



For the year ended June 30, 2001, testwork was performed on the files of 25 students
whose loans entered repayment status during the fiscal year. The following discrepancies were
noted:

a The 90-day contact letter was mailed 8 to 24 days late for 12 of 25 of the loans
tested (48%).

b. The 90-day contact letter could not be located for one of the loans tested (4%).
C. Fourteen of the 150-day contact |etters tested (56%) were mailed 9 to 14 days late.

d. For nine of 23 loans tested (39%), the 240-day contact letter was mailed 11 to 12
dayslate.

e The coupon book was not mailed at least 30 days prior to the due date of the first
payment for 10 of the 23 loans tested (44%). These coupon books were mailed
from 22 to 27 days prior to the due date.

In addition, due diligence procedures for Perkins loans entering default status were not in
compliance with federal regulations.

The Code of Federal Regulations, Section 34, Part 674.43 (b)(1), (c)(1), (¢)(2), and (f),
states that institutions must contact defaulted borrowers at set intervals until a payment is made.
The required contact times are 15 days, 45 days, 60 days, and 90 days after the first missed
payment isdue. The 15- and 45-day notices are past-due statements mailed to the borrower. The
60-day contact is afinal demand letter. The 90-day contact is a telephone attempt to contact the
borrower before the loan is sent to collections.

For the year ended June 30, 2002, testwork was performed on the files of 25 students
whose loans entered default status during the fiscal year. The following discrepancies were
noted:

a The 60-day contact letter (final demand letter) could not be located for two of the
students entering default status (8%).

b. For 23 of the loans tested (92%), the 60-day contact letter (final demand letter)
was mailed 16 to 19 days late.

C. The 90-day phone contact was not made for 21 of the students tested (84%).

d. Two of the phone contacts tested (8%) were made 18 to 42 days late.

12



For the year ended June 30, 2001, testwork was performed on the files of 25 students
whose loans entered default status during the fiscal year. The following discrepancies were
noted:

a The 60-day contact letter (final demand letter) could not be located for two of the
students entering repayment (8%).

b. For 23 of the loans tested (92%), the 60-day contact letter (final demand letter)
was mailed 16 to 79 days late.

C. The 90-day phone contact was not made for 20 of the students tested (80%).
d. One of the phone contacts (4%) was made 34 days late.

At the beginning of each month, management runs a report of the contacts to be made
during the month. The report is processed, and the letters are printed and mailed. Management
stated that this process takes two to three weeks. Since the contacts are due at the first of each
month, the delay inherent in the preparation process often results in the letters being two to three
weeks late.

As to the 60-day contact letters sent to borrowers in default status, the university actually
sent past-due statements at the 60-day point rather than the final demand letters required by
federa regulations. The final demand letters were sent at a later date, resulting in the
noncompliance described above.

Recommendation

Management should ensure that students entering repayment or default status for Perkins
loans are contacted at the required intervals as stipulated in the Code of Federal Regulations.
Reports should be run in the middle of each month to identify the contacts to be made in the
subsequent month. For borrowers in default, a final demand letter should be mailed at 60 days
after the payment due date, not just a past-due notice.

M anagement’s Comment
We concur. Regulations state that contact letters for borrowers entering repayment must
be sent out at 90-, 150-, and 240-day intervals. Due to misinterpretation of the regulations, our
loan department sent out letters in the subsequent time period resulting in our not meeting the

contact requirement for Perkins loans.

Regulations state Perkins loan borrowers entering default status must be contacted at 15,
45, 60, and 90 days after the first payment is missed. The 15- and 45-day notices are past-due

13



statements. The 60-day contact is the final demand letter, and the 90-day contact is a telephone
attempt to contact the borrower before the loan is sent to collections. Our loan department was
sending 15-, 30-, 45-, and 60-day past-due statements, demand letters at 75 days, and
commencing in-house collection at the 90-day period. We have corrected our procedures with
the assistance of the Information Technology department and will be running 15- and 45-day
statements, and a final demand letter at 60 days. We will initiate telephone contact on the 90"

day.

5. Financial aid verifications wer e not properly conducted

Finding

At the University of Tennessee at Chattanooga, for the year ended June 30, 2001, the
university failed to properly conduct the verification process for 2 of 21 Title IV financia aid
recipients tested. These recipients had been selected by the federal government to undergo
verification of their application for federal financial aid.

In conducting eligibility verifications, using tax returns and other available data, financial
aid personnel at the school verify certain data elements as reported on the student’s ISIR
(Institutional Student Information Report). Depending on the circumstances, the school may or
may not reprocess the student’s application information. For the two students above, the
application information was verified, and certain information was found to be incorrect.
Corrections were submitted, and a revised ISIR was received by the university. However, al
necessary corrections were not submitted. For one of the students, a parent’s untaxed income of
$8,556 was not included on her application. For the other student, an earned income credit of
$1,755 was reported on the student’s application when the student had not received an earned
income credit.

Apparently, these errors on the students' applications were not discovered by financial aid
personnel in conducting their comparison of each student’s Institutional Student Information
Report (ISIR) to the tax return submitted by each student.

According to the 2000-2001 Student Financial Aid Handbook, volume 1, page 179,
“Because the effectiveness of the federal student financial aid programs depends on the accuracy
of the data students report, schools must verify information provided by [the] student. . . .”

The failure to submit all necessary corrections resulting from the verification process

could result in the incorrect awarding of Title IV financial aid. For the two students described
above, the amounts awarded were correct.

14



Recommendation

Financial aid personnel at the University of Tennessee at Chattanooga should institute
procedures to ensure that verifications are properly conducted and that all necessary corrections
are submitted when reprocessing is deemed necessary.

M anagement’s Comment

We concur. Management strives to ensure that procedures are in place and are being
followed to ensure verifications are properly conducted and that all necessary corrections are
submitted when reprocessing is deemed necessary. The institution believes it has addressed this
issue in severa ways since these errors were made. The financia aid office has upgraded the job
classification for the person who performs verification from Data Integrity Clerk to Financial Aid
Counselor. We believe this will help cut down on yearly turnover we were experiencing which
contributed to more human error as new employees had to be trained. In addition, the Financial
Aid Counselor assigned to verification and the Assistant Director attended the National
Association of Student Financial Aid Administrators training session on verification on March
19, 2002.

6. Student status changes wer e not properly reported

Finding
At the University of Tennessee at Knoxville, the university did not always report student
status changes for Federal Family Education Loan (FFEL) borrowers who dropped classes,
withdrew, or graduated. According to the Sudent Financial Aid Handbook, volume 8, page 69:
This information [regarding student status changes] is extremely
important, because it is used to determine the student’s eligibility for in-school
deferments, and the date when the grace period begins.

Schools must report to the National Student Loan Data System (NSLDYS) if
the student:

has ceased to be enrolled at least half time;

was accepted for enrollment at the school but did not enroll on at least
a half-time basis for the period for which the loan was intended; or

has changed his or her permanent address.
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If a school does not expect to submit a Student Status Confirmation Report
(SSCR) within 60 days of becoming aware that any of the above information has
changed for any student, the school must notify the NSLDS within 30 days of
becoming aware of the change.

Testwork at the University of Tennessee at Knoxville revealed that for 2 of 25 FFEL
borrowers tested (8%), enrollment status changes were not reported within the required time
frame. One of the students graduated in the spring 2002 term (May 11, 2002), and the other
student received academic dismissal on May 22, 2002. These status changes were reported on
NSLDS on September 5, 2002.

The failure to report student status changes could result in inappropriate deferments or the
failure to properly begin a student’s grace period.

Recommendation

University personnel should ensure that student status changes for FFEL loan recipients
are reported in compliance with federal regulations.

M anagement’s Comment

We concur. Corrective action has been taken to ensure that students who were dismissed
or graduated during the spring semester will now be included in the final enrollment submission
for the spring semester. Enrollment status will be reported three times during the fall semester,
three times during the spring semester, and one time during the summer semester. Additionally,
degree status will be reported on a monthly basis throughout the entire year. The above reporting
schedule will ensure that status changes will be reported as required.

7. Failureto properly justify a sole-sour ce contr act

Finding

The university entered into a noncompetitive (sole-source negotiation) contract with
Educational Marketing Group, Inc., without proper justification. The firm, based in Colorado,
contracted with the university for the delivery of marketing research, consulting, and related
services. The university’s Fiscal Policy allows for a noncompetitive contract when “only one
product or service can meet a specific need and the product or service is available from only one
source.” Although the sole-source justification on file at the university did document the
specialized abilities of the firm (“they have the expertise in this particular area and a proven track
record with maor universities and maor university systems in higher education”), it did not
adequately document that this was the only firm that could provide these particular services.
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Many other firms, several based locally, appear to be able to provide marketing services to higher
education clients.

University Fiscal Policy requires that contracts “be made on a competitive basis
whenever possible” The failure to consider additional vendors when awarding contracts could
result in the university paying excess amounts for services or not adequately considering relevant
alternatives.

Recommendation

The university’s reasons for the sole-source procurement of services should aways be
clearly identified and well-documented. As stipulated in the university’s Fiscal Policy, the
university should enter sole-source contracts only when alternative vendors are not available.

M anagement’s Comment

We do not concur with the audit finding. The university stringently followed its
procurement policies in contracting with the Educational Marketing Group; legal and fiscal
reviews were conducted, justification for non-competitive bidding was completed and routed
through university purchasing, and required approvals obtained.

The university solicited the services of Educational Marketing Group based upon the
need for very speciaized integrated marketing services that included creating a unique brand
identity, rigorous on-campus consultations and interviews, and extensive analysis of existing
internal and external data related to organizational structure and marketing opportunities. A
critical factor in sole-source contracting with Educational Marketing Group was the exclusive
possession of data from multiple previous engagements in higher education. These speciaized
services and data for higher education institutions are the hallmark of Educational Marketing
Group and not readily available from other firms locally or regionally. Accordingly, due to the
specialized nature of the services sought and the creative nature of the product, the university
contracted with the nationally recognized firm providing the required deliverables. Thisactionis
consistent with university Fiscal Policy that requires contracts “be made on a competitive basis
whenever possible.” However, because the audit finding questioned the adequacy of sole-source
documentation, the university will review its fiscal policies and make revisions if necessary.

Auditor’s Rebuttal
Proper stewardship of public funds requires that all potential vendors who may be able to

provide a specific product or service be allowed to provide such product or service through a
competitive process. This ensures that such services or products are obtained by the university in
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the most economical manner possible and allows all vendors an equal opportunity to provide the
needed product or service.

Once again, the university’s Fiscal Policy allows for a noncompetitive contract when
“only one product or service can meet a specific need and the product or service is available from
only one source.” This was the criterion cited on the supporting sole-source justification form.
While the university has documented that the vendor has specialized abilities in this areg, it has
not documented that the vendor is the sole source of these services. The university should have
considered the vendor’s specialized abilities, while still awarding the contract on a competitive
basis.
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STATE OF TENNESSEE

COMPTROLLER OF THE TREASURY
DEPARTMENT OF AUDIT
DIVISION OF STATE AUDIT

SUITE 1500
JAMES K. POLK STATE OFFICE BUILDING
NASHVILLE, TENNESSEE 37243-0264
PHONE (615) 401-7897
FAX (615) 532-2765

Independent Auditor’s Report
November 22, 2002

The Honorable John G. Morgan
Comptroller of the Treasury
State Capitol

Nashville, Tennessee 37243

Dear Mr. Morgan:

We have audited the accompanying statement of net assets of the University of
Tennessee, which is a component unit of the State of Tennessee, as of June 30, 2002, and the
related statements of revenues, expenses, and changes in net assets and cash flows for the year
then ended. These financial statements are the responsibility of the university’s management.
Our responsibility isto express an opinion on these financial statements, based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the
United States of America and the standards applicable to financial audits contained in
Government Auditing Standards, issued by the Comptroller General of the United States. Those
standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining,
on atest basis, evidence supporting the amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financia statement presentation. We believe that
our audit provides areasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in al material
respects, the financial position of the University of Tennessee, as of June 30, 2002, and the
revenues, expenses, and changes in net assets and the cash flows for the year then ended in
conformity with accounting principles generally accepted in the United States of America.
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The Honorable John G. Morgan
November 22, 2002
Page Two

As discussed in Note 18, the university implemented GASB Statement 34, Basic
Financial Statements—and Management’s Discussion and Analysis—for State and Local
Governments, and GASB Statement 35, Basic Financial Statements—and Management’s
Discussion and Analysis—for Public Colleges and Universities.  The university also
implemented GASB Statement 37, Basic Financial Statements—and Management’s Discussion
and Analysis—for State and Local Governments. Omnibus, and GASB Statement 38, Certain
Financial Statement Note Disclosures. The university also changed its capitalization threshold
for buildings, land improvements, and infrastructure; discontinued the capitalization of its
livestock; and changed its method of capitalizing library holdings. The university also changed
its method of accounting for accumulated federal capital contributions under its federal loan
programs.

Management’s discussion and analysis on pages 21 through 30 is not a required part of
the basic financial statements but is supplementary information required by the Governmental
Accounting Standards Board. We have applied certain limited procedures, which consisted
principaly of inquiries of management regarding the methods of measurement and presentation
of the required supplementary information. However, we did not audit the information and
express no opinion on it.

In accordance with Government Auditing Standards, we have aso issued our report dated
November 22, 2002, on our consideration of the university’s internal control over financial
reporting and our tests of its compliance with certain provisions of laws, regulations, contracts,
and grants. That report is an integral part of an audit performed in accordance with Gover nment
Auditing Standards and should be read in conjunction with this report in considering the results
of our audit.

Sincerely,

Arthur A. Hayes, Jr., CPA,
Director

AAH/sds
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Management’s Discussion and Analysis

This section of the University of Tennessee's annual financia report presents a discussion and
analysis of the financia performance of the university during the fiscal year ended June 30, 2002.
This discussion has been prepared by management along with the financial statements and
related note disclosures and should be read in conjunction with them. The financial statements,
notes, and this discussion are the responsibility of management.

Since this is a transition year for the new financial reporting format required by the
Governmental Accounting Standards Board' s Statements No. 34, Basic Financial Satements—
and Management’s Discussion and Analysis—for State and Local Governments and No. 35,
Basic Financial Statements—and Management’ s Discussion and Analysis—for Public Colleges
and Universities, only one year of information is presented in the financial statements and this
discussion. Comparative information will be presented in future years.

Using This Annual Report

This report consists of three basic financial statements. The statement of net assets; the statement
of revenues, expenses, and changes in net assets; and the statement of cash flows provide
information on the University of Tennessee as a whole and present a long-term view of the
university’s finances.

The Statement of Net Assets

The statement of net assets presents the financial position of the university at the end of the fiscal
year and includes all assets and liabilities of the university. The difference between total assets
and total liabilities—net assets—is an indicator of the current financial condition of the
university. Assets and liabilities are generally measured using current values. Capital assets,
however, are stated at historical cost less an allowance for depreciation.

Net assets are divided into three magjor categories. The first category, invested in capital assets,
net of related debt, provides the university’s equity in property, plant, and equipment owned by
the university. The next asset category is restricted net assets, which is divided into two
categories, nonexpendable and expendable. The corpus of nonexpendable restricted resources is
only available for investment purposes. Expendable restricted net assets are available for
expenditure by the university but must be spent for purposes as determined by donors and/or
external entities that have placed time or purpose restrictions on the use of the assets. The fina
category is unrestricted net assets. These net assets are available to the university for any lawful
purpose of the institution.

21



Statement of Net Assets
(in thousands of dollars)

2002

Assets:

Current assets $315,277

Capital assets, net 835,132

Other assets 792,255
Total Assets $1,942,664
Liabilities:

Current liabilities $217,460

Noncurrent liabilities 275,259
Total Liabilities $492,719
Net Assets:

Invested in capital assets, net of related debt $636,282

Restricted — expendable 287,057

Restricted — nonexpendable 292,187

Unrestricted 234,419
Total Net Assets $1,449,945

Material assets consist of cash and cash equivalents; investments; accounts, notes, and grants
receivable; and capital assets. Materia liabilities include long-term bonded debt, compensated
absences, and deferred revenue.

Many of the university’s unrestricted net assets have been designated or reserved for specific

purposes such as repairs and replacement of capital assets, future debt service, quasi-
endowments, and capital projects. The following graph shows the allocations:
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Unrestricted Net Assets
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The Statement of Revenues, Expenses, and Changesin Net Assets

The statement of revenues, expenses, and changes in net assets presents the operating results of
the university, as well as the nonoperating revenues and expenses. Annual state appropriations,
while budgeted for operations, are considered nonoperating revenues according to generally
accepted accounting principles.
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Statement of Revenues, Expenses and Changesin Net Assets
(in thousands of dollars)

2002
Operating revenues:
Net tuition and fees $189,143
Auxiliary 120,549
Grants and contracts 343,616
Other 128,829
Total operating revenues 782,137
Operating expenses 1,291,222
Operating loss (509,085)
Nonoperating revenues and expenses.
State and local appropriations 419,793
Gifts 50,851
Loss on investments (3,104)
Other 26,760
Total nonoperating revenues 494,300
Income (loss) before other revenues, expenses, gains, or
losses (14,785)
Other revenues, expenses, gains, or losses:
Capital appropriations 34,102
Capital grants and gifts 8,859
Additions to permanent endowments 23,128
Other 986
Total other revenues, expenses, gains, or losses 67,075
I ncrease (decrease) in net assets 52,290
Net assets at beginning of year 2,284,168
Cumulative effect of changesin accounting
principle (886,513)
Net assets at end of year $1,449,945
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Revenues

The following is a graphic illustration of revenues by source (both operating and nonoperating),
which were used to fund the university’s activities for the year ended June 30, 2002.

REVENUESBY SOURCE

Other Nonoperating
Revenue
5%

Auxiliaries
9%

Gifts State Appropriations
4% 30%
Other Operating
Revenue
9%
Net Tuition and Fees
14%
Grants and Contracts
29%

Seventy-three percent of UT’s revenue is attributed to state appropriations, grants and contracts,
and tuition and fees.
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Expenses

Operating expenses can be displayed in two formats, natural classification and functional
classification. Both formats are displayed below (in thousands of dollars).

Natural Classification

Utilities,
Supplies, and
Salaries Benefits Other Services Scholar ships Depreciation Total

Functional

Classification

Instruction $275,198 $66,427 $50,983 $ - $ - $392,608
Research 87,489 18,011 51,277 - - 156,777
Public service 64,132 15,839 35,379 - - 115,350
Academic support 49,270 13,541 12,374 - - 75,185
Student services 24,898 6,354 16,273 - - 47,525
Institutional support 51,158 14,768 443 - - 66,369
Operation and

maintenance of plant 24,593 7,900 36,708 - - 69,201
Scholarships 2,752 21,637 11,052 7,816 - 43,257
Auxiliary 29,431 7,556 59,876 - - 96,863
Hospital 19,829 4,743 40,969 - - 65,541
Independent operations 72,456 18,693 - - - 91,149
Depreciation - - - - 71,397 71,397
Total Expenses $701,206 $195,469 $315,334 $7,816 $71,397 $1,291,222

Operating Expenses by Natural Classification

Depreciation
Scholarships 6%
1%

Utilities, supplies,
and other services

0,
24% Salaries

54%

Benefits
15%

Approximately 69 percent of operating expenses are attributed to salaries and benefits. Utilities,
supplies, and other services represent 24 percent of total operating expenses. Scholarships and
depreciation represent the remaining 7 percent of operating expenses.
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Operating Expenses by Function
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Fifty-one percent of operating expenses by function is attributable to instruction, research, and
public service. The percentages for the remaining functional areas range from 3 to 8 percent of
total operating expenses.
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The Statement of Cash Flows

The statement of cash flows provides information about cash receipts and cash payments during
the year. This statement also assists users in assessing the university’s ability to generate net
cash flows, its ability to meet its obligations as they come due, and its need for externa
financing.

Statement of Cash Flows
(in thousands of dollars)

2002

Cash provided (used) by:

Operating activities $(440,257)

Noncapital financing activities 477,018

Investing activities 16,603

Capital and related financing activities (72,273)
Net increase (decrease) in cash $(18,909)
Cash, beginning of year $388,746
Cash, end of year $369,837

Material sources of cash included state appropriations, tuition and fees, and grants and contracts.
Material uses of cash are reflected in payments to suppliers and vendors, payments to employees,
and payments for scholarships and fellowships.

The net decrease in cash and cash equivalents amounted to $18,908,968 for the year ended June
30, 2002.

Capital Asset and Debt Administration
Capital Assets
At June 30, 2002, the University of Tennessee had $835,131,910.90 invested in capital assets, net

of accumulated depreciation. Depreciation charges totaled $71,396,612.07 for the current fiscal
year. Details of these assets are shown below.

Schedule of Capital Assets, Net of Depreciation
(in thousands of dollars)

2002
Land $45,102
Land improvements & infrastructure 29,508
Buildings 510,160
Equipment 93,922
Software 10,883
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Library holdings 46,333
Projects in progress 99,223
Total $835,131

Major capital additions for UT during 2001-2002 include fire safety upgrades and HVAC
improvements for several residence halls on the Knoxville campus, improvements of $7.3
million to Brehm Hall in Martin, and the $12.4 million completion of Phase Ill of the
Witten/Link/Faculty Building at the Health Science Center in Memphis.

For the next fiscal year, the state has approved more than $14.5 million in capital maintenance
appropriations for UT. Some of these approved projects include the roof replacements of severa
buildings on the Knoxville and Memphis campuses, exterior repairs to 11 buildings, and an
electrical distribution system upgrade for Chattanooga and Phase IV of a chiller replacement in
Knoxville. More detailed information about the university’s capital assets is presented in Note 4
to the financial statements.

Debt

At June 30, 2002, the university had $202,374,564 in debt outstanding. The table below
summarizes these amounts by type of debt instrument.

Outstanding Debt Schedule
(in thousands of dollars)

2002
Commercial paper-current portion $ 7457
Bonds-current portion 13,506
Bonds-long term debt 181,401
Total TSSBA authorized debt $202,364
Notes-current portion 10
Total Debt $202,374

New debt issuances for the fiscal year 2001-2002 consisted of $59.9 million for 13 projects.
Included in this issuance were two parking garages on the Knoxville campus, the Student
Recreation Center in Knoxville, a data network upgrade for the Health Science Center in
Memphis, and improvements to the Boling Apartments in Chattanooga. The university retired
more than $17.9 million in bonds and notes in fiscal year 2001-2002. The Tennessee State
School Bond Authority (TSSBA), in addition to its authority to issue bonds and notes to finance
capital projects, has responsibility for approving all long-term debt of the university. TSSBA
currently is rated as AA- by Standard & Poor. More detailed information about the university’s
long-term liabilitiesis presented in Note 6 to the financial statements.
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Economic Factors That Will Affect the Future

For fiscal year 2002-2003, the University of Tennessee Board of Trustees has authorized a fee
increase of 7.5% that is expected to generate approximately $16 million in new funding, net of
related scholarships. The university is also expected to receive a modest increase in state funding
mid-year to offset salary and benefit increases provided for in the state fiscal year 2003 budget.

In addition, the university is negotiating with the Methodist Healthcare-Memphis Hospital to

manage and operate the William F. Bowld Hospital and subsequently merge the William F.
Bowld Hospital operations into the downtown operations of the Methodist Hospital.

30



THE UNIVERSITY OF TENNESSEE

Exhibit A

The notesto the financial statements are an integral part of this statement.
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STATEMENT OF NET ASSETS
June 30, 2002
ASSETS
Current assets:
Cash and cash equivaents (Note 2) $ 158,661,157.27
Investments (Note 2) 50,067,193.46
Accounts, notes, and grants receivable (net) (Note 3) 92,987,084.86
Inventories 10,117,661.10
Prepaid expenses and deferred charges 3,443,491.06
Total current assets 315,276,587.75
Noncurrent assets:
Restricted cash and cash equivalents (Note 2) 211,175,901.67
Investments (Note 2) 394,092,252.68
Assets with trustees (Note 2) 4,620,808.00
Investment in UT - Battelle, LLC (Note 10) 1,789,206.24
Accounts, notes, and grants receivable (net) (Note 3) 164,305,023.16
L ease payments receivable (Note 14) 16,272,083.36
Capital assets (net) (Note 4) 835,131,910.90
Total noncurrent assets 1,627,387,186.01
Total assets 1,942,663,773.76
LIABILITIES
Current liagbilities:
Accounts payable 62,242,891.07
Accrued liabilities 34,720,912.03
Deferred revenue 63,148,100.33
Deposits payable 4,045,375.64
Annuities payable 1,619,887.96
Long term liahilities, current portion (Note 6) 44,891,263.75
Deposits held in custody for others 6,791,205.53
Total current liabilities 217,459,636.31
Noncurrent liabilities:
Deferred revenue 15,500,438.71
Long term liahilities, noncurrent portion (Note 6) 216,672,855.11
Dueto grantors 34,507,427.06
Annuities payable 8,578,451.55
Tota noncurrent liabilities 275,259,172.43
Tota liabilities 492,718,808.74
NET ASSETS
Invested in capital assets, net of related debt 636,282,040.58
Restricted:
Nonexpendable:
Scholarships and fellowships 118,255,494.41
Libraries 12,309,193.69
Research 9,685,452.75
Instructional department uses 47,433,556.32
Other 99,372,857.34
Expendable:
Scholarships and fellowships 90,834,768.15
Libraries 4,046,989.13
Research 32,480,248.62
Instructional department uses 37,500,480.72
Loans 8,346,883.77
Capital projects 3,464,394.12
Debt service 592,815.76
Other 114,920,718.49
Unrestricted (Note 16) 234,419,071.17
Total net assets

$ 144904406502



Exhibit B
THE UNIVERSITY OF TENNESSEE
STATEMENT OF REVENUES, EXPENSES, AND CHANGES IN NET ASSETS
For the Y ear Ended June 30, 2002

REVENUES
Operating revenues:

Student tuition and fees (net of scholarship

The notesto the financial statements are an integral part of this statement.

32

allowances of $31,687,598.45) $ 189,142,951.97
Federal appropriations 13,760,809.80
Governmental grants and contracts 189,090,028.66
Non-governmental grants and contracts 154,525,909.50
Sales and services of educational departments 37,554,072.87
Auxiliary enterprises:
Residentia life (net of scholarship allowances of $986,407.82;
all revenues are used as security for varying revenue bonds; Note 6) 29,485,142.09
Food services 2,661,886.18
Bookstore 20,407,597.39
Parking 7,669,470.48
Athletics 54,586,749.14
Other auxiliaries 5,738,310.24
Hospital 57,814,869.56
Interest earned on loans to students 82,818.70
Other operating revenues 19,616,431.68
Total operating revenues 782,137,048.26
EXPENSES
Operating expenses:
Salaries and wages 701,206,933.17
Fringe benefits 195,469,039.04
Utilities, supplies, and other services 315,333,196.68
Scholarships and fellowships 7,816,121.78
Depreciation expense 71,396,612.07
Total operating expenses 1,291,221,902.74
Operating income (10ss) (509,084,854.48)
NONOPERATING REVENUES (EXPENSES)
State and local appropriations 419,792,940.89
Gifts 50,851,804.57
Grants and contracts 46,905,377.96
Loss on investments (3,104,052.28)
Interest on capital asset - related debt (9,757,152.23)
Bond issuance costs (434,669.40)
Other nonoperating expenses (9,954,658.64)
Net nonoperating revenues 494,299,590.87
Income before other revenues, expenses, gains, or losses (14,785,263.61)
Capital appropriations 34,102,220.31
Capital grants and gifts 8,859,062.66
Additions to permanent endowments 23,127,540.82
Additions to annuity and life income trusts 811,482.57
Other 174,973.67
Total other revenues 67,075,280.03
Increase in net assets 52,290,016.42
NET ASSETS
Net assets at beginning of year 2,284,168,171.87
Cumulative effect of changes in accounting principle (Note 18) (886,513,223.27)
Net assets at beginning of year, as restated 1,397,654,948.60
Net assets at end of year $  1,449,944,965.02




THE UNIVERSITY OF TENNESSEE
STATEMENT OF CASH FLOWS
For the Y ear Ended June 30, 2002

Exhibit C

CASH FLOWSFROM OPERATING ACTIVITIES
Tuition and fees
Federal appropriations
Grants and contracts
Sales and services of educational activities
Payments to suppliers and vendors
Payments to employees
Payments for benefits
Payments for scholarships and fellowships
Loansissued to students
Collection of loans from students
Interest earned on loans to students
Auxiliary enterprise charges:
Residence halls
Bookstore
Food service
Parking
Athletics
Other auxiliaries
Hospital
Other receipts (payments)

Net cash provided (used) by operating activities

CASH FLOWSFROM NONCAPITAL FINANCING ACTIVITIES
State appropriations
Local appropriations
Gifts and grants for other than capital or endowment purposes
Private gifts for endowment purposes
Split-interest transactions receipts
Split-interest transactions disbursements
Federal student loan receipts
Federal student loan disbursements
Changes in deposits held for others
Net cash balance implicitly financed (repaid)
Other noncapital receipts (payments)

Net cash provided (used) by noncapital financing activities

CASH FLOWSFROM CAPITAL AND RELATED FINANCING ACTIVITIES
Proceeds from capital debt
Capital appropriations
Capital grants and gifts received
Proceeds from sale of capital assets
Purchase of capital assets and construction
Principal paid on capital debt and leases
Interest paid on capital debt and leases
Deposit with trustee
Other capital and related financing receipts (payments)

Net cash provided (used) by capital and related financing activities
CASH FLOWSFROM INVESTING ACTIVITIES
Proceeds from sales and maturities of investments

Interest on investments
Purchase of investments

Net cash provided (used) by investing activities

Net increase (decrease) in cash and cash equivaents
Cash and cash equivalents at beginning of year

Cash and cash equivalents at end of year
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$

189,281,671.03
13,760,809.80
333,499,903.17
44,579,120.00
(325,459,746.84)
(693,931,502.51)
(190,025,977.97)
(21,285,322.62)
(5,632,359.39)
5,077,750.49
800,168.82

30,917,997.01
24,512,571.63
2,981,467.22
8,543,972.18
53,717,774.43
6,284,683.76
54,798,356.37
27,321,715.35

(440,256,948.07)

411,372,497.00
3,871,848.89
73,281,681.11
20,780,921.37
3,793,928.77
(3,630,549.03)
117,823,747.00
(117,823,747.00)
(2,863,304.06)
(29,326,447.36)
(262,554.08)

477,018,022.61

21,593,783.49
29,884,165.40
4,871,265.30
1,085,999.17
(101,670,770.44)
(17,919,300.85)
(8,848,537.01)
373,749.29
(1,643,821.31)

(72,273,466.96)

90,349,133.87
38,704,585.56
(112,450,295.55)

16,603,423.88

(18,908,968.54)
388,746,027.48

369,837,058.94




Exhibit C (Cont.)
THE UNIVERSITY OF TENNESSEE
STATEMENT OF CASH FLOWS
For the Y ear Ended June 30, 2002

RECONCILIATION OF NET OPERATING LOSSTO NET CASH

PROVIDED (USED) BY OPERATING ACTIVITIES
Operating loss $ (509,084,854.48)

Adjustments to reconcile operating loss to net cash
provided (used) by operating activities:

Depreciation expense 71,396,612.07
Other adjustments 472,827.11
Changes in assets and liabilities:
Receivables, net (14,618,397.39)
Inventories (706,745.03)
Prepaid expenses and deferred charges (802,529.73)
Accrued interest receivable 717,350.12
Accounts payable (12,958,195.29)
Accrued liabilities 15,730,038.07
Deferred revenue 5,151,799.28
Deposits 532,046.97
Compensated absences 4,467,709.13
Other additions:
Loans to students (554,608.90)
Net cash provided (used) by operations $ (440,256,948.07)

The notes to the financial statements are an integral part of this statement.
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NOTE 1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Reporting Entity

The university is a component unit of the State of Tennessee, and is discretely
presented in the Tennessee Comprehensive Annual Financial Report. Although the
university is a separate legal entity, the state is financially accountable for the
university because the state appoints a majority of its governing body and provides
financial support.

The University of Tennessee System is comprised of the University of Tennessee, the
University of Tennessee at Chattanooga, and the University of Tennessee at Martin.
The University of Tennessee is comprised of the University of Tennessee Knoxville
campus, the University of Tennessee - Center for the Health Sciences, including the
Memphis campus, the Memorial Research Center at Knoxville, Clinical Education
Centers at Chattanooga and Knoxville, Family Practice Centers at Jackson, Knoxville,
and Memphis, and a hospital in Memphis; the University of Tennessee Space Institute
at Tullahoma; the University of Tennessee Institute of Agriculture, including the
College of Agriculture at Knoxville, the Agricultural Experiment Stations, the
Agricultural Extension Service, and the College of Veterinary Medicine at Knoxville;
the Institute for Public Service, which includes the County Technical Assistance
Service and the Municipal Technical Advisory Service, and the University-Wide
Administration. The university is governed by a board of 23 members, including one
student and one faculty member, all either ex officio or appointed by the Governor,
who aso serves as charman. The president is the chief executive officer of the
university system.

The university benefits from a number of organizations that exist mainly to support
the various purposes and activities of the university system. These organizations
include student organizations; the University Faculty Association; the University of
Tennessee Foundation; the University Physicians Foundation; the University of
Chattanooga Foundation; the Tennessee Geographic Alliance; Tristar Enterprises; the
University of Tennessee Research Corporation; and the Tennessee 4-H Club
Foundation. In addition, the university is a participant in ajoint venture with Battelle
Memoria Ingtitute called UT-Battelle, LLC, which was established for the sole
purpose of management and operation of the Oak Ridge National Laboratory for the
U. S. Department of Energy. Each of these organizations is legaly independent.
Consequently, none of these organizations is included in the financial statements of
the university.
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Basis of Presentation

The financia statements have been prepared in conformity with generally accepted
accounting principles as prescribed by the Governmental Accounting Standards Board
(GASB). In June 1999, the GASB issued Statement No. 34, Basic Financial
Satements—and Management’s Discussion and Analysis—for State and Local
Governments. This was followed by GASB Statement No. 35, Basic Financial
Satements—and Management’s Discussion and Analysis—for Public Colleges and
Universities. The financial statement presentation required by those statements
provides a comprehensive, entity-wide perspective of the university’s assets,
liabilities, net assets, revenues, expenses, changes in net assets, and cash flows, and
replaces the fund-group perspective previously required.

A significant accounting change, adoption of depreciation on capital assets, was
made in order to comply with the new requirements.

Basis of Accounting

For financial statement purposes, the university is considered a special-purpose
government engaged only in business-type activities. Accordingly, the financial
statements have been prepared using the economic resources measurement focus and
the accrual basis of accounting. Revenues are recorded when earned and expenses are
recorded when a liability is incurred, regardless of the timing of related cash flows.
Grants and similar items are recognized as revenue as soon as al eligibility
requirements imposed by the provider have been met. All significant interfund
transactions have been eliminated.

Private-sector standards of accounting and financial reporting issued prior to
December 1, 1989, generally are followed to the extent that those standards do not
conflict with or contradict guidance of the Governmental Accounting Standards
Board (GASB). The university has the option of following private-sector guidance
issued subsequent to November 30, 1989, subject to the above limitation. The
university has elected not to follow private-sector guidance issued subsequent to
November 30, 1989.

Amounts reported as operating revenues include: 1) tuition and fees, net of waivers
and discounts; 2) federal, state, local, and private grants and contracts; 3) sales and
services of auxiliary enterprises; 4) sales and services of the university’ s hospital; and
5) other sources of revenue. Operating expenses for the institution include: 1) salaries
and wages; 2) employee benefits; 3) scholarships and fellowships; 4) depreciation;
and 5) utilities, supplies, and other services.
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All other activity is nonoperating in nature. This activity includes. 1) state
appropriations for operations; 2) investment income; 3) interest on capital asset-
related debt; 4) non-operating grants and contracts; and 5) gifts.

When both restricted and unrestricted resources are available for use, generdly it is
the institution’ s policy to use the restricted resources first.

Inventories

Inventories are valued at the lower of cost or market, based on the retall, specific
identification, average cogt, or first-in, first-out basis.

| nvestments

Investments in commercial paper are reported at amortized cost at June 30, 2002. Al
other investments are reported at fair value.

Capital Assets

Capital assets, which include property, plant, equipment, software, and library
holdings, are reported in the statement of net assets at historical cost or at fair value at
date of donation, less accumulated depreciation. The costs of normal maintenance
and repairs that do not add to the value of the asset or materially extend the assets
useful lives are not capitalized.

A capitalization threshold of $100,000 is used for buildings, land improvements, and
infrastructure. Equipment and software are capitalized when the unit acquisition cost is
$5,000 or greater and the estimated useful life is one year or more. The capitaization
threshold for additions and improvements to buildings, infrastructure, and land
improvements s also $100,000.

These assets, with the exception of land, are depreciated using the straight-line method
over the estimated useful lives of the assets, which range from 5 to 40 years.

Accounts Payable

Included in accounts payable are checks payable in the amount of $8,456,321.44 as of
June 30, 2002. These amounts represent the sum of checks written in excess of the
university's checking account balance because of the use of a controlled disbursement
account. In this way, the university maximizes interest income by transferring from an
investment account only funds necessary to cover the checks that clear the bank daily.
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Compensated Absences

The university’ s employees accrue annual leave at varying rates, depending on length
of service or classification. Some employees also earn compensatory time. Generally,
all permanent full-time employees and certain part-time employees are entitled to
accrue and carry forward calendar year maximums of 42 days annual vacation leave,
except nine-month faculty members who do not accrue annual leave. The amount of
these liabilities and their related benefits are reported in the statement of net assets.

Net Assets
Theinstitution’s net assets are classified as follows;

Invested in capital assets, net of related debt - This represents the ingtitution’s total
investment in capital assets, net of outstanding debt obligations related to those capital
assets. To the extent debt has been incurred but not yet expended for capital assets,
such amounts are not included as a component of invested in capital assets, net of
related debt.

Expendable restricted net assets - Expendable restricted net assets include resources in
which the university is legaly or contractually obligated to spend resources in
accordance with restrictions imposed by externa third parties.

Nonexpendable restricted net assets - Nonexpendable restricted net assets consist of
endowment and similar type funds in which donors or other outside sources have
stipulated, as a condition of the gift instrument, that the principal is to be maintained
inviolate and in perpetuity, and invested for the purpose of producing present and future
income, which may be expendable or added to principal.

Unrestricted net assets - Unrestricted net assets represent resources derived from student
tuition and fees, state appropriations, and the sales and services of educational
departments, auxiliary enterprises, and the university’s hospital. These resources are
used for transactions relating to the educational and general operations of the institution,
and may be used at the discretion of the institution to meet current expenses for any
purpose.

Scholar ship Discounts and Allowances

Student tuition and fee revenues, and certain other revenues from students, are
reported net of scholarship discounts and allowances in the statement of revenues,
expenses, and changes in net assets. Scholarship discounts and allowances are the
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NOTE 2.

difference between the stated charge for goods and services provided by the university
and the amount that is paid by the student and/or third parties making payments on the
student’s behalf. Certain governmenta grants, such as Pell grants, and other federal,
state, or nongovernmental programs, are recorded as either operating or nonoperating
revenues in the institution’s financial statements. To the extent that revenues from
such programs are used to satisfy tuition and fees, and other student charges, the
institution has recorded a scholarship discount and allowance.

I ncome T axes

The university, as a public corporation and an instrumentality of the State of Tennessee,
is exempt from federal income taxes under Section 115 of the Internal Revenue Code.
Contributions to the university are deductible by donors as provided under Section 170
of the Internal Revenue Code.

Compar ative Data

Comparative financial statements are not presented as the university implemented
GASB Statements 34, 35, 37, and 38, and comparative statements are not required.
Certain amounts presented in the prior year’s data have been reclassified in order to
be consistent with the current year’ s presentation.

DEPOSITSAND INVESTMENTS

I nvestment Policy

The University of Tennessee maintains a cash management investment pool that is
available for use by all fund groups. State statutes and university investment policies
authorize the university’s cash management pool to invest in collateralized Tennessee
bank or savings and loan association certificates of deposit, U.S. Treasury obligations,
U.S. government agency obligations, repurchase agreements of those securities, highest
quality commercia paper, prime bankers' acceptances, and money market mutual funds
meeting certain criteria

There are two categories of university assets which are subject to long-term investment:
endowments and amounts held in trust under annuity and life income agreements. The
investment of these funds is governed by the gift instrument and the investment policies
established by the Board of Trustees.
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Effective July 1, 1954, the university adopted the policy of investing endowment assets
over which it had full investment discretion (and on which the donor or governing gift
instrument does not require separate investment) in a Consolidated Investment Pool.
This pooling of investments affords closer supervision of the investment portfolio and
provides, regardless of size, the advantages of participation in awell-diversified portfolio
of domestic and international equities, private equity, bonds, real estate, and hedge funds.
All contributing endowments participate in the income and capital appreciation of the
Pool on a per-share basis commensurate with its contribution to the Pool. New
endowments purchase shares in the Pool at the end of each month at the then current fair
value per share, determined by valuing the Pool at month end fair value and dividing by
the number of pool units outstanding.

If a donor has not provided specific instructions, state law permits the university to
authorize for expenditure the net appreciation (realized and unredized) of the
investments of endowment funds. When administering its power to spend net
appreciation, the university is required to consider the university’s long- and short-term
needs, present and anticipated financial requirements, expected total return on its
investments, price-level trends, and general economic conditions. Any net appreciation
that is spent is required to be spent for the purposes for which the endowment was
established.

The university chooses to spend only a portion of the investment income (including
changes in the value of investments) each year. Under the spending plan established by
the university, five percent of a three-year moving average of the fair value of
endowment investments has been authorized for expenditure. The remaining amount, if
any, isretained to be used in future years when the amount computed using the spending
plan exceeds the investment income. At June 30, 2002, net appreciation of
$117,997,386.12 is available to be spent, of which $113,006,575.21 is restricted to
specific purposes. The per unit fair value for participating endowments was $3.229534
at June 30, 2002. Income distributed was $.18848 per share in 2002 or $21,833,345.92.

All endowments not invested as part of the Consolidated Investment Pool are separately
invested to observe requirements or limitations imposed by donors. Income earned and
distributed on separately invested endowments amounted to $857,163.19 for 2002.

Annuity and life income amounts held in trust are separately invested entities requiring
detailed accounting to reflect specific compliance with terms of each trust and
applicable federal regulations. The investment objectives as reflected in each agreement
vary widely since they are affected by the age, income level, and needs of the
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beneficiaries as well as motives and objectives of the donors. Interest, dividend, rent,
and royalty income realized on these funds for 2002 amounted to $2,321,619.45.

In accordance with state statutes, commercial banks and savings and loan associations
that do not participate in the State of Tennessee Collateral Pool for Public Deposits
must pledge securities with third parties as collateral to secure university time and
demand deposits. Market values of these securities are regularly monitored to ascertain
that 105% of university deposits, less the amounts protected by the Federa Deposit
Insurance Corporation, are secured.

Cash and Cash Equivalents

In addition to petty cash and demand deposits, this classification includes instruments
which are readily convertible to known amounts of cash. At June 30, 2002, cash and
cash equivalents consisted of $19,168,603.03 in bank accounts, $1,256,697.12 of petty
cash on hand, and $344,641,163.04 in the university’s cash management investment
pool.

Additionaly, the university maintains custodia accounts at First Tennessee Bank for
funds contractually managed by independent investment counsel. In accordance with
the custody agreement, First Tennessee Bank placed cash equivalents of $4,770,595.75
at June 30, 2002, in the bank’ s money market mutual fund.

Deposits

Deposits with financial ingtitutions are required to be categorized to indicate the level of
custodia risk assumed by the university. Category 1 consists of deposits that are insured
or collateralized with securities held by the university or by its agent in the university’s
name. Category 2 consists of deposits collateralized with securities held by the pledging
financia ingtitution’s trust department or agent in the university’s name. Category 3
deposits are uncollateralized. This category includes any bank balance that is
collateralized with securities held by the pledging financial institution or by its trust
department or agent but not in the university’ s name.

Some of the university’s bank accounts are in financial ingtitutions which participate in
the bank collateral pool administered by the Treasurer of the State of Tennessee. The
securities pledged to protect these accounts are pledged in the aggregate rather than
against each individua account. The members of the pool may be required by
agreement to pay an assessment to cover any deficiency. Under this additiona
assessment agreement, public fund accounts covered by the pool are considered to be
insured for purposes of credit risk disclosure.
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At June 30, 2002, the carrying amount of the university’s deposits was $19,168,603.03,
and the bank baance including accrued interest was $19,839,299.36. The entire bank
balance was category 1.

During the year ended June 30, 2002, the university had uncollateralized deposits on
several days, ranging from $88,797.96 to $ 4,908,084.90.

The laws of the State of Tennessee require that collateral be pledged to secure all
uninsured deposits.

Cash Management Investment Pool

The cash management investment pool consists of marketable securities and
government repurchase agreements as previously described. The reported amount of
the cash management pool at June 30, 2002, was $344,641,163.04. The cost of the cash
management pool at June 30, 2002, was $340,555,735.26. The reported amount of
securities in the pool with a maturity date of three months or less from the date of
purchase at June 30, 2002, was $71,906,888.63. The cost of these same securities at
June 30, 2002, was $71,800,173.90. The securities in the pool are categorized on the
following schedule, listed as cash equivalents, to indicate the level of risk assumed by
the university. The university’s standard “Master Repurchase Agreements’ require that
the securities underlying repurchase agreements have fair value equa to or exceeding
100% of the cost of the repurchase agreement and that the securities be delivered to its
agent’s trust account at the Federal Reserve Bank - Memphis. The fair value of
securities underlying repurchase agreements was $18,422,523.77 at June 30, 2002.

| nvestments

The university’ s investments are categorized below to indicate the level of custodial risk
assumed by the university at year end. Category 1 consists of insured or registered
investments or investments for which the securities are held by the university or its
agent in the university’s name. Category 2 consists of uninsured or unregistered
investments for which the securities are held by the counterparty’s trust department or
agent in the university’s name. Category 3 consists of uninsured and unregistered
investments for which the securities are held by the counterparty or by its trust
department or agent but not in the university’ s name.
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June 30, 2002

Cash equivalents

Government securities $
Repurchase agreements
Commercial paper

Investments

Domestic securities
Government securities

Corporate bonds
Corporate stocks

Mortgages and notes
Other investments
International securities

Corporate stocks

Assets with trustees

$

Cash equivaents - assets with First Tennessee Bank as custodian
Limited partnership - venture capital funds

Mutual funds

Investments in hedge funds

Real estate equity funds

Readl estate gifts

Total investments and cash equivalents

Category
Reported
1 2 Amount Cost
235,851,073.59 $ -$ 4 235,851,073.59 $232,039,352.74
16,000,000.00 2,000,000.00 18,000,000.00  18,000,000.00
90,790,089.45 - 90,790,089.45  90,516,382.52
342,641,163.04 2,000,000.00 344,641,163.04 340,555,735.26
8,167,250.35 37,813,080.14 45,980,330.49  42,931,731.08
4,124,930.21 32,269,301.05 36,394,231.26  36,019,872.39
119,382,907.29 5,651,149.03 - 125,034,056.32 131,514,349.41
1,199,521.42 - - 1,199,521.42 1,176,247.37
168,538.06 - - 168,538.06 183,070.74
591,740.00 - - 591,740.00 545,037.97
- - 4,620,808.00 4,620,808.00 4,551,601.03
133,634,887.33 75,733,530.22  4,620,808.00 213,989,225.55 216,921,909.99
476,276,050.37 $ 77,733,530.22 $ 4,620,808.00
University cash eguivalents and investments not susceptible to categorization:
4,770,595.75 4,770,595.75
29,543,346.75 38,994,767.92
143,318,009.82  146,547,931.14
35,025,746.00 40,000,000.00
21,794,167.92 18,316,724.89
5,109,758.10 6,270,244.67
798,192,012.93  812,377,909.62
349,411,758.79 345,326,331.01

Less. Cash equivalents

Total investments and assets with trustees

$ 448,780,254.14 $_467,051,578.61

Included in the assets with trustees at June 30, 2002, are securities held in debt service
reserve at First Tennessee Bank totaling $150,157.84, and securities in an interest rate
reserve fund with the Tennessee State School Bond Authority totaling $178,486.68.
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The university’s assets subject to long term investment (endowments and annuity and
life income assets) use various external managers and funds consistent with investment
objectives for those invested assets. A significant part of these assets is the university’s
Consolidated Investment Pool which is a carefully crafted portfolio of broadly
diversified asset classes including an aternative asset class comprised of hedge funds.
Currently, the Consolidated Investment Pool invests in two hedge funds, the
Commonfund Globa Hedged Partners and the Baentine Hedge Fund Select. The hedge
fund investments expose the university to significant amounts of credit risk and market
risk by trading or holding derivative securities and by leveraging the securities in the
fund. These investments are briefly described as follows.

Commonfund Global Hedged Partners, LLC, was created in 2000 as a multi-manager
fund investing in a diversfied group of 17 primarily equity hedge fund managers
operating and investing in the United States, Europe, and Asia. Investment strategies are
predominantly long/short, but also include international and event-driven arbitrage. The
university’ sinvestment of $20,000,000 was vaued at $19,877,020 at June 30, 2002.

Baentine Hedge Fund, L.P., was created in 2000 as a multi-manager partnership.
Currently, portfolio assets are allocated among 12 managers with 40% of the managers
biased toward net long positions in U.S. large capitalization companies and 60% using
widely diverse strategies to moderate overdl volatility. These strategies include long
equity positions, distressed securities, mortgage-backed securities, and private equity.
Effective January 1, 2001, the partnership changed its name to Ballentine Hedge Fund
Select, L.P. The university’s investment of $20,000,000 was valued at $15,148,726 at
June 30, 2002.

ACCOUNTS, NOTES, AND GRANTS RECEIVABLE

Accounts, notes, and grants receivable included the following at June 30, 2002:

Student accounts receivable $5,314,582.32
Grantsreceivable 110,903,868.45
Notes receivable 38,091,186.72
Pledgesreceivable 42,343,911.71
State capital outlay receivable 11,127,209.61
TSSBA debt proceeds receivable 5,403,996.36
Other receivables 65,130,281.15
Subtotal 278,315,036.32
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Less dlowance for doubtful accounts

Total

(21,022,928.30)

$257,292,108.02

Pledges receivable are promises of private donations that are reported as accounts
receivable and revenue, net of an estimated uncollectible allowance of $953,740.91.

Federa Perkins Loan Program fundsinclude the following at June 30, 2002:

Perkins loans receivable
Less dlowance for doubtful accounts

Total

NOTE 4.

CAPITAL ASSETS

$32,812,165.49
(833,686.81)

$31,978,478.68

Capital asset activity for the year ended June 30, 2002, was as follows:

Land

Land improvements and
infrastructure

Buildings

Equipment

Software

Library holdings

Projects in progress

Total

Less accumulated
depreciation:

Land improvements and
infrastructure

Buildings

Equipment

Software

Library holdings

Total accumulated
depreciation

Capital assets, net

Beginning Ending
Balance Additions Transfers Reductions Balance
$45,132,874.38 $228,121.30 $ - $(258,656.00) $45,102,339.68
58,041,289.55 58,235.37 (5,834,445.79) - 52,265,079.13
902,485,207.30 4,151,045.99 47,616,393.27 - 954,252,646.56
224,451,240.34 29,304,724.57 - (12,403,925.71) 241,352,039.20
7,587,028.85 2,919,611.18 4,253,201.45 - 14,759,841.48
75,649,507.44 9,652,280.79 - (5,309,850.43) 79,991,937.80
87,843,473.10 57,936,820.97 (46,035,148.93) (522,559.03) 99,222,586.11
1,401,190,620.96 104,250,840.17 - (18,494,991.17) 1,486,946,469.96
(20,155,628.34) (2,601,355.94) - - (22,756,984.28)
(406,381,057.57)  (37,711,544.09) - - (444,092,601.66)
(137,207,827.19)  (19,684,684.53) - 9,462,546.59  (147,429,965.13)
(78,812.08) (3,797,889.85) - 152.53 (3,876,549.40)
(31,367,171.36) (7,601,137.66) - 5,309,850.43 (33,658,458.59)
(595,190,496.54)  (71,396,612.07) - 14,772,549.55 (651,814,559.06)
$806,000,124.42  $32,854,228.10 $ - $(3,722,441.62) $835,131,910.90

45



The University of Tennessee
Notesto the Financial Statements (Cont.)
June 30, 2002

NOTES5. OPERATING LEASES

The university has entered into various operating leases for buildings and equipment.
It is expected that in the normal course of business, such leases will continue to be
required. Net expenses for rentals under leases for the year ended June 30, 2002,

amounted to $7,895,144.03.

The following is a schedule of future minimum rental payments required under
noncancel able operating leases that have initial or remaining lease terms of more than
one year at June 30, 2002. Only one such lease is currently in effect. Annual payments
on this particular lease fluctuate in direct proportion to changes in the Consumer Price
Index as required by contractual agreement. The schedule below is calculated based on
the current Consumer Price Index.

Y ear Ending
June 30

2003 $ 11,127.90
2004 11,127.90
2005 11,127.90
2006 11,127.90
2007 11,127.90
2008 - 2012 55,639.50
Total Minimum Payments Required $111,279.00

NOTE6. LONG-TERM LIABILITIES

Long-term liability activity for the year ended June 30, 2002, was as follows:

Beginning Ending Current
Balance Additions Reductions Balance Portion
Payables:

Bonds $164,135,512.00 $61,449,853.53 $30,677,801.31 $194,907,564.22 $13,506,220.25
Commercial paper 27,211,183.50 4,519,042.99 24,273,716.91 7,456,509.58 7,456,509.58
Total TSSBA indebtedness 191,346,695.50 65,968,896.52 54,951,518.22 202,364,073.80 20,962,729.83
Notes 31,009.87 20,518.97 10,490.90 10,490.90
Subtotal 191,377,705.37 65,968,896.52 54,972,037.19 202,374,564.70  20,973,220.73
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Other ligbilities:

Compensated absences

Total long-term liabilities

54,721,845.03 28,385,752.15 23,918,043.02

59,189,554.16 _23,918,043.02

Tennessee State School Bond Authority (TSSBA) bonds, with interest rates ranging
from 3.0% to 7.75%, are due serially to 2032 and are secured by pledges of the
facilities' revenue to which they relate and certain other revenues and fees of the
university, including state appropriations. The total outstanding bonded indebtedness
for the university was $228,749,618.01 at June 30, 2002. The tota bonded
indebtedness reported on the statement of net assets at June 30, 2002, is shown net of
unaccreted bonds payable of $4,862,691.80, assets of $9,911,109.61 held by the
Tennessee State School Bond Authority, and unspent bond proceeds of
$19,068,252.38.

Included in the total outstanding indebtedness is a $242,000.00 note with the
Department of Education, which was issued in March 1989. The note carries an
interest rate of 3% and is due semi-annually to 2003. The outstanding balance of the
note payable at June 30, 2002, was $10,490.90.

The university’'s debt service requirements to maturity for al bonds and the
Department of Education note payable at June 30 are as follows:

$246,099,550.40 $94,354,648.67 $78,890,080.21  $261,564,118.86 $44,891,263.75

a7

Year Ending
June 30 Principal I nterest

2003 $ 13,516,711.15 $ 11,577,764.16
2004 13,850,879.95 10,923,409.42
2005 12,285,795.27 10,335,973.99
2006 11,218,017.97 9,817,848.27
2007 11,625,382.34 9,353,448.27
2008-2012 53,098,877.23 39,632,290.89
2013-2017 38,306,097.21 27,593,258.08
2018-2022 34,364,218.81 16,769,597.09
2023-2027 25,446,903.71 8,176,330.90
2028-2032 15,047,225.27 2,378,744.35
$228,760,108.91  $146,558,665.42
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NOTE 7.

COMMERCIAL PAPER PROGRAM

The Tennessee State School Bond Authority also authorized the issuance of
commercia paper to finance costs of various capital projects. At June 30, 2002,
$7,456,509.58 has been issued for projects at the University of Tennessee.

For the commercial paper program, the Tennessee State School Bond Authority
maintains an interest rate reserve fund. The university contributes amounts to the
reserve fund based on the amounts drawn. The principal of the reserve will be
contributed to pay off notes or credited back to the university when the notes are

converted to bonds. The interest earned on the reserve is used to pay interest due
during the month.

PENSION PLANS

Defined Benefit Plans

Tennessee Consolidated Retirement System

Plan Description

The University of Tennessee contributes to the State Employees, Teachers, and
Higher Education Employees Pension Plan (SETHEEPP), a cost-sharing multiple-
employer defined benefit pension plan administered by the Tennessee Consolidated
Retirement System (TCRS). TCRS provides retirement, death, and disability benefits
as well as annual cost-of-living adjustments to plan members and their beneficiaries.
Title 8, Chapters 34-37, Tennessee Code Annotated, establishes benefit provisions.
State statutes are amended by the Tennessee General Assembly. The TCRS issues a
publicly available financial report that includes financial statements and required
supplementary information for SETHEEPP. That report may be obtained by writing
to the Tennessee Department of the Treasury, Consolidated Retirement System, 10th
Floor, Andrew Jackson Building, Nashville, Tennessee, 37243-0230 or by calling
(615) 741-8202.

Funding Policy

Plan members are noncontributory. The university is required to contribute at an
actuarially determined rate. The current rate is 6.19% of annual covered payroll.
Contribution requirements for the university are established and may be amended by
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the TCRS Board of Trustees. The university’s contributions to TCRS for the years
ended June 30, 2002, 2001, and 2000, were $14,844,243.45, $14,318,076.01, and
$12,426,308.08, respectively. Contributions met the requirements for each year.

Federal Retirement Program
Plan Description

The University of Tennessee contributes to the Federal Retirement Program, a cost-
sharing multiple-employer defined benefit pension plan administered by the Civil
Service Retirement System (CSRS) for participants employed prior to January 1,
1984, and the Federal Employees Retirement System (FERS) for participants
employed after December 31, 1983. Both systems provide retirement, death, and
disability benefits, as well as annual cost-of-living adjustments, to plan members and
their beneficiaries. All regular full-time employees of the University of Tennessee
Agricultural Extension Service who hold federal appointments for 51% or more of
their time are required to participate in either one of the two Federal Retirement
Programs. For both systems, benefit provisions are established in federal statutes.
Federal statutes are amended by the U.S. Congress.

CSRS and FERS issue publicly available financial reports that include financial
statements and required supplementary information. These reports may be obtained
by writing to the Office of Personnel Management, Retirement Information Office,
P.O. Box 45, Boyers, PA 16017-0045, or by calling (202) 606-0500.

Funding Policy

Participating employees, with some exceptions, are required by federa statute to
contribute 7.0% of covered salaries to the CSRS plan. The university is required to
contribute 8.51%. Contributions to CSRS for the year ended June 30, 2002, were
$1,368,041.75, which consisted of $706,073.01 from the university and $661,968.74
from the employees, contributions for the year ended June 30, 2001, were
$1,802,981.46, which consisted of $996,255.77 from the university and $806,725.69
from the employees, and contributions for the year ended June 30, 2000, were
$1,841,878.45, which consisted of $1,012,825.11 from the university and
$829,053.34 from the employees.

Federal statute requires employees participating in FERS to contribute 0.8% of their
salaries to the Basic Benefit Plan. The university is required to contribute 10.7%. In
addition, the university is required to contribute 1% of each participant’s salary to the
Thrift Savings Plan plus up to an additional 4% depending upon employees
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contributions, which can range from 0 to 10% of their salaries. Contributions for the
Basic Benefit Plan were $995,187.77 for the year ended June 30, 2002, which
consisted of $69,230.98 from employees and $925,956.79 from the university;
$1,017,264.48 for the year ended June 30, 2001, which consisted of $87,035.01 from
employees and $930,229.47 from the university; and $979,328.69 for the year ended
June 30, 2000, which consisted of $93,175.27 from employees and $886,153.42 from
the university. Contributions for the Thrift Savings Plan were $953,719.31 for the
year ended June 30, 2002, which consisted of $572,187.00 from employees and
$381,532.31 from the university; $898,677.53 for the year ended June 30, 2001,
which consisted of $562,632.00 from employees and $336,045.53 from the
university; and $859,548.84 for the year ended June 30, 2000, which consisted of
$531,727.00 from employees and $327,821.84 from the university. Contributions
met the requirements for each year.

Defined Contribution Plans

Optional Retirement Plans (ORP)

The university contributes to three defined contribution plans. Teachers Insurance
and Annuity Association-College Retirement Equities Fund (TIAA-CREF), Aetna
Life Insurance and Annuity Company, and Variable Annuity Life Insurance Company
(VALIC). These plans are administered by the Tennessee Department of the Treasury.
Each plan provides retirement benefits to faculty and staff who are exempt from the
overtime provisions of the Fair Labor Standards Act and who waive membership in
TCRS. Benefits depend solely on amounts contributed to the plan plus investment
earnings. Plan provisions are established by state statute in Title 8, Chapter 35, Part
4, Tennessee Code Annotated. State statutes are amended by the Tennessee Genera
Assembly.

Plan members are noncontributory. The university contributes an amount equal to
10% of the employee's base sdary below the socia security wage base and 11%
above the social security wage base. Contribution requirements are established and
amended by state statute. The contribution made by the university to the plans for the
year ended June 30, 2002, was $33,798,169.77 and for the year ended June 30, 2001,
was $32,287,620.57. Contributions met the requirements for each year.

Joint Contributory Retirement System Plan A (JCRS-A)

The Joint Contributory Retirement System Plan A (JCRS-A) is a defined contribution
plan with minimum benefits and is administered by the Tennessee Consolidated
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Retirement System and TIAA-CREF. Employees who were enrolled in the Teachers
Insurance and Annuity Association-College Retirement Equities Fund (TIAA-CREF)
before July 1977 are members of JCRS-A. Enrollment in this plan for new employees
has been closed since July 1977. Although JCRS-A members participate in Aetna,
TIAA-CREF, or VALIC, they may also, under certain circumstances, receive a
supplementary benefit from the State of Tennessee. Plan provisions are established
by Tennessee Code Annotated, Chapter 35, Part 4. State statutes are amended by the
Tennessee General Assembly.

Plan members are noncontributory. The university’s contributions for JCRS-A
members were calculated using the base salary amounts of $52,516,763.29 for fiscal
year 2002. Contribution requirements are established and amended by state statute.
The contributions are included in the ORP amounts. University contributions to fund
the state supplemental benefit totaled $3,250,790.81 in fiscal year 2002, and
$3,502,655.05 in fiscal year 2001. Contributions met the requirements for each year.

Deferred Compensation Plans

The University of Tennessee offers its employees three deferred compensation plans.
The university, through the State of Tennessee, provides two plans, one established
pursuant to Internal Revenue Code (IRC), Section 457, and the other pursuant to IRC,
Section 401(k). The third plan is administered by the university and was established
in accordance with IRC, Section 403(b). These plans, available to all university
employees, permit them to defer a portion of their salaries to future years. The
deferred compensation is not available to employees until termination, retirement,
death, or unforeseeable emergency. All costs of administering and funding these
plans, with the exclusion of the $20 monthly university match for the Section 401(k)
plan, are the responsibility of plan participants.

Since Section 457 and 401(k) plan assets remain the property of the contributing
employees, they are not presented in the State of Tennessee financial statements.
Effective January 1996, the university began providing a $20 monthly match from
unrestricted current funds for employees making a minimum monthly contribution of
$20 to the Section 401(k) plan. During the year ended June 30, 2002, contributions
totaling $9,101,147.15 were made by employees participating in the plan, with a
related match of $1,920,510.28 made by the university. In accordance with the IRC,
employee contributions through the 403(b) plan remain the assets of the employee;
therefore, these employee contributions are not reflected in the university's financia
Statements.
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NOTE 9.

OTHER POST-EMPLOYMENT BENEFITS

Health care - The State of Tennessee administers a group health insurance program
which provides post-employment health insurance benefits to eligible university
retirees. This benefit is provided by and administered by the State of Tennessee. The
university assumes no liability for retiree health care programs. Information related to
this plan is available at the statewide level in the Tennessee Comprehensive Annual
Financial Report. That report may be obtained by writing to the Tennessee Department
of Finance and Administration, Division of Accounts, 312 Eighth Avenue North, 14"
Floor, William R. Snodgrass Tennessee Tower, Nashville, TN 37243-0298 or by calling
(615) 741-0431.

AFFILIATED ENTITIES

The University of Chattanooga Foundation, Inc., a private, nonprofit corporation,
maintains an endowment fund of which the University of Tennessee at Chattanooga is
the sole income beneficiary. The financial records, investments, and other financial
transactions of the foundation are not managed by the university and accordingly are not
included in these financia statements except for certain endowment assets. During the
year ended June 30, 2002, the foundation transferred $3,920,942.00 to the university for
support of designated projects at the Chattanooga campus. In addition, $1,603,453.00
was expended in 2002 directly by the foundation for the benefit of the University of
Tennessee at Chattanooga.

The University of Tennessee Foundation, Inc., was created in October of 2000, with its
offices located in Knoxville, Tennessee. The corporation was formed exclusively to
benefit the educational, research, and public service missions of the University of
Tennessee and its constituent parts. Assets and earnings of the corporation shall be used
exclusively for that stated purpose. The corporation qualifies as an organization exempt
from federal income taxes under section 501(a) and 501(c)(3) of the Internal Revenue
Code of 1986 as amended. The financia records, investments, and other financia
transactions of the foundation are not managed by the university and accordingly are not
included in these financial statements. During the year ended June 30, 2002, the
foundation transferred $766,129.87 to the university to support programs and
operations.
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NOTE 11.

The University of Tennessee board of trustees considered and approved a resolution at
the April 2001 board meeting authorizing the University of Tennessee Foundation to
accept private gifts for the University of Tennessee, effective July 1, 2001.

Since fiscal year 1985, the Tennessee General Assembly has appropriated $22 million to
a Chairs of Excellence Endowment for the University of Tennessee. The appropriations
provided that the Chairs of Excellence Endowment be established as an irrevocable trust
with the state treasurer and required the university to match the appropriation on a
dollar-for-dollar basis. The university has fully matched 50 chairs as of June 30, 2002.
The financial statements of the university include as expenses the amounts expended in
the current year to match the state appropriations. The university’s statement of net
assets does not include the amounts held in trust by the state treasurer. At June 30,
2002, the amounts held in trust totaled $95,507,998.90 at fair value.

JOINT VENTURE

The university is a participant in a joint venture with Battelle Memoria Institute for
the sole purpose of management and operation of the Oak Ridge National Laboratory
(ORNL) for the U. S. Department of Energy. Each entity has a 50% interest in the
venture, each having provided an initial investment of $125,000.00. The university’s
equity interest at June 30, 2002, was $1,789,206.24. The university and Battelle each
receive a 50% distribution of the ORNL management fee after shared expenses are
deducted. The fee distribution for the year ended September 30, 2001, to the
university was $825,555.18. During the year ended June 30, 2002, the university had
expenses of $12,121,816 under contracts with UT-Battelle. Amounts receivable from
UT-Battelle under these contracts totaled $3,820,279 at June 30, 2002. To review the
audit report of UT-Battelle, please contact the Controller’s Office, The University of
Tennessee, 201 Andy Holt Tower, Knoxville, Tennessee 37996-0100.

INSURANCE-RELATED ACTIVITIES

The state purchases commercia insurance for rea property losses above $5 million per
year and surety bond coverage on the state's officials and employees. In the past three
fisca years, the state has not had any clams filed with the commercia insurer. A
designation for casualty losses in the amount of $6.356 million at June 30, 2002, was
established in the state’ s genera fund to provide for any property losses not covered by

53



The University of Tennessee
Notesto the Financial Statements (Cont.)
June 30, 2002

the commercial insurance. At June 30, 2002, the scheduled coverage for the university
was $2,228,094,100 for buildings and $766,847,300 for contents.

The university also carries commercia insurance for losses related to hired and non-
owned automobiles, losses related to railroad protection, and losses related to ten
university-owned aircraft. Settled claims resulting from these risks have not exceeded
commercial insurance coverage in any of the past three fiscal years.

The state has set aside assets for claim settlement in an interna service fund, the Claims
Award Fund. Thisfund servicesall claimsfor risk of loss to which the state is exposed,
including general liability, automobile liability, professona malpractice, and workers
compensation. The university participates in the Clams Award Fund. The fund
allocates the cost of providing clams servicing and clams payment by charging a
premium to the university based on a percentage of the university’s expected loss costs,
which include both experience and exposures. This charge considers recent trends in
actua claims experience of the state asawhole. An actuaria valuation is performed as
of fiscal year-end to determine the fund liability and premium allocation. Since the
university participates in the Claims Award Fund, it is subject to the liability limitations
under the provisions of the Tennessee Claims Commission Act, Tennessee Code
Annotated, Section 9-8-101 et seq. Liability for negligence of the university for bodily
injury and property damage is limited to $300,000 per person and $1,000,000 per
occurrence. The limits of liability under workers compensation are set forth in
Tennessee Code Annotated, Section 50-6-101 et seq. Claims are paid through the
state’'s Clams Award Fund. The premium assessed to the university by the Claims
Award Fund for the period July 1, 2001, through June 30, 2002, was $4,286,400.

The state has also set aside assets in the Employee Group Insurance Fund, an interna
service fund, to provide a program of health insurance coverage for the employees of the
state with the risk retained by the state. The fund allocates the cost of providing claims
servicing and claims payment by charging a premium to the university based on
estimates of the ultimate cost of claims that have been reported but not settled and of
clams that have been incurred but not reported. Employees and providers have 13
months to file medical claims. All assets, liabilities, and payments are administered by
the state. At June 30, 2002, 11,912 university employees were enrolled in the basic plan
or Health Maintenance Organization.
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NOTE 12.

NOTE 13.

CONTINGENCIESAND COMMITMENTS

Construction Commitment

The university has contractual obligations for the construction of new buildings and
additions to and renovations of existing buildings. The outstanding commitments under
such contracts at June 30, 2002, were $58,886,211.99.

Sick Leave

The university records the cost of sick leave when paid. Generaly, since sick leave
(earned one day per month with unlimited accumulation) is paid only when an employee
dies or is absent due to illness or injury, there is no liability for sick leave at June 30,
2002. The amount of unused sick leave at June 30, 2002, was $188,177,974.57.

Grantsand Contracts

The university receives grants and contracts from various federal and state agencies to
fund research and other activities. The costs, both direct and indirect, charged to
these grants and contracts are subject to audit and disallowance by the granting
agency. The university administration believes that any disallowance or adjustments
would not have amaterial effect on the university’sfinancial position.

Nonvested Equipment

Equipment in the possession of the university valued at $4,148,188.59 as of June 30,
2002, is not reflected in the financia statements. This equipment was purchased with
restricted grant and contract funds and other funds, and title has not yet transferred to
the university.

Litigation
The university is involved in several lawsuits, none of which are expected to have a
material effect on the financial position of the university.

L EASE AND TRANSFER OF UT MEMORIAL RESEARCH CENTER AND
HOSPITAL
On July 29, 1999, the university transferred ownership and control of its hospital

located in Knoxville to University Health Systems, Inc., (UHS), an independent,
private, not-for-profit organization operating under its own Internal Revenue Code,
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Section 501(c)(3) designation. The lease and transfer of the hospital from the
university to UHS was accomplished through three main agreements: the Lease and
Transfer Agreement, the Employee Services Agreement, and the Affiliation
Agreement. Each of these agreements is summarized below.

Lease and Transfer Agreement

Pursuant to the enabling legislation, Tennessee Code Annotated, Section 49-9-112
and Section 49-9-1301 et seq., UHS leased from the university the real property of the
existing hospital and the Graduate School of Medicine. (See also Note 14.) Theterm
of the lease is 50 years. The university also transferred to UHS all operating assets of
the hospital. The consideration for the lease of the rea property and transfer of the
operating assets was payment by UHS of @) a sum sufficient to economically defease
all of the debt issued by the Tennessee State School Bond Authority in the amount of
$149,080,353.69, b) $25,000,000.00 paid to the university at closing, and c) avariable
lease obligation of $50,000,000.00 to be paid to the university over twenty years.
UHS assumed all prior hospital liabilities, known or unknown. In 2019, the
university and UHS have agreed to negotiate an annua lease payment for the
remaining 30 years of the lease.

Employee Service Agreement

UHS has leased from the university all hospital employees as of the date of closing.
UHS has paid to the university the amounts incurred by the university to pay the
direct expenses relating to the hospital employees, including wages, saaries, and
fringe benefits. These payroll expenses on behaf of UHS, totaling $91,146,720.15,
are reported as operating expenses in the statement of revenues, expenses, and
changes in net assets. An equal amount of operating revenue is reported in the non-
governmental grants and contracts category. The term of the Employee Service
Agreement is 50 years. All persons who began service at the hospital after the date the
employee service agreement was signed are employees of UHS and not university
employees.

Affiliation Agreement

The university and UHS agreed that UHS will continue to support the Graduate
School of Medicine by providing appropriate facilities and resources of the hospital to
the faculty and students at the Graduate School of Medicine. UHS agreed to pay the
university $1,500,000 at closing for the benefit of the Graduate School of Medicine.
In addition, UHS must pay monthly to the university, for the benefit of the Graduate
School of Medicine, the government funding, direct and indirect medical education
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funds, TennCare medical education funds, and other medical education funds
received by UHS for the benefit of the Graduate School of Medicine. The amount
payable by UHS shall be reduced by a) the fair market rental value of the space
provided to the Graduate School of Medicine; b) the fair market value of the
information system, telecommunication, network infrastructure, and human resource
services provided by UHS to the Graduate School of Medicine; and c) retroactive
adjustments made by payersto the graduate medical education payments.

CAPITAL LEASE OF REAL PROPERTY TO UNIVERSITY HEALTH SYSTEMS,
INC.

The university’s leasing operations consist exclusively of leasing the real property of
the UT Memorial Research Center and Hospital to UHS for a term of 50 years. This
lease is pursuant to the Lease and Transfer Agreement described in Note 13. This
lease is classified as a direct financing lease. The guaranteed lease payment of $50
million will be paid by UHS in annual payments through 2019. The amount of the
annual payments will equal the lesser of 1) 20% of the hospital’s net operating profit
for the applicable calendar year; or 2) $3 million or the greater amount resulting from
the application of an index, as specified in the agreement. The payment of $50
million is guaranteed by December 31, 2019. In 2019, the university and UHS have
agreed to negotiate an annual lease payment for the remaining 30 years of the lease.
An annual lease payment to the university during the year ended June 30, 2002,
totaled $3,074,544.00.

The university recorded a lease payment receivable in the amount of $16,272,083.36
which represents the net present value of the guaranteed $50 million discounted at
5.75%. The minimum lease payments to be received amount has been adjusted
upward to reflect a contractually required adjustment to the final required lease
payment.

Total minimum |ease payments to be received $47,948,734.52

Less: Unearned income (31,676,651.16)
Net investment in direct financing lease $16,272,083.36
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NOTE 15. NATURAL CLASSIFICATIONSWITH FUNCTIONAL CLASSIFICATION

The university’s operating expenses by functional classification for the year ended
June 30, 2002, are as follows:

Functional
Classification

Instruction
Research

Public service
Academic support
Student services
Institutional support
Operation &
maintenance of plant
Scholarships &
fellowships
Auxiliary

Hospital
Independent
operations
Depreciation

Total

NOTE 16.

Natural Classification

UNRESTRICTED NET ASSETS

Utilities,

Supplies,

and Other

Saaries Benefits Services Scholarships  Depreciation Total
$275,198,243.78 $66,426,641.85 $50,982,869.52 $ - % - $392,607,755.15
87,488,829.89 18,011,441.43 51,276,562.72 - - 156,776,834.04
64,131,577.73  15,839,216.03 35,378,604.28 - - 115,349,398.04
49,270,311.49 13,541,421.83 12,374,035.41 - - 75,185,768.73
24,898,362.95 6,354,629.93 16,273,821.90 - - 47,526,814.78
51,158,086.26  14,768,486.25 442.622.77 - - 66,369,195.28
24,593,358.95 7,900,158.39 36,708,006.14 - - 69,201,523.48
2,752,335.69 21,637,370.03 11,051,956.14 7,816,121.78 - 43,257,783.64
29,430,866.07 7,555,825.77 59,875,566.86 - - 96,862,258.70
19,828,880.62 4,743,207.12 40,969,150.94 - - 65,541,238.68
72,456,079.74  18,690,640.41 - - - 91,146,720.15
- - - - 71,396,612.07 71,396,612.07
$701,206,933.17 $195,469,039.04 $315,333,196.68 $7,816,121.78 $71,396,612.07 $1,291,221,902.74

Unrestricted net assets include funds that have been designated or reserved for
specific purposes. These purposes include the following:

Working capital
Encumbrances
Auxiliaries
Quasi-endowments
Plant construction
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8,553,587.76
2,766,136.62
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NOTE 18.

Renewal and replacement of capital assets 91,941,296.66
Debt retirement 49,512,522.71
Totd $234,419,071.17

PRIOR PERIOD ADJUSTMENT

As of June 30, 2001, the university had not recognized $3,300,000.00 of contractual
adjustments related to the patient service revenues of Bowld Hospital in Memphis.
(Contractual adjustments are the differences between revenue at established rates and
the amounts realizable from third-party payors under contractual agreements.) The
contractual adjustments were included in the hospital’s separate, internal financial
statements, but were not recorded on the university’s general ledger. As aresult, for
the year ended June 30, 2002, the university’s beginning net assets have been
decreased by $3,300,000.00.

CUMULATIVE EFFECT OF CHANGESIN ACCOUNTING PRINCIPLE

The university implemented GASB Statement No. 34, Basic Financial Statements—
and Management’s Discussion and Analysis—for State and Local Governments and
GASB No. 35, Basic Financial Satements—and Management’s Discussion and
Analysis—for Public Colleges and Universities. The university aso implemented
GASB Statement 37, Basic Financial Satements—and Management’s Discussion
and Analysis—for State and Local Governments. Omnibus, and GASB Statement 38,
Certain Financial Statement Note Disclosures. As a result of this implementation,
the university was required to adopt the depreciation of its capital assets, with
accumulated depreciation totaling $595,190,496.55 at the beginning of the year. The
university was also required to recognize certain deferred revenue originating under
its grant and contract agreements, totaling $30,731,024.69 at the beginning of the
year. In addition, the university was required to reduce amounts due from the
Tennessee State School Bond Authority by $6,165,813.65 at the beginning of the
year. The cumulative effect of this change in accounting principle is reported as a
$632,087,334.89 decrease in beginning net assets.

During the year ended June 30, 2002, the university also changed its capitalization

threshold for buildings, land improvements, and infrastructure from $50,000 to
$100,000, discontinued the capitalization of its livestock assets, and changed its
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method of capitalizing library holdings. As a result, capital assets decreased by
$35,869,397.59, $2,080,071.25, and $182,712,016.56, respectively. This cumulative
effect of a change in accounting principle, totaling $220,661,485.40 is also reported
as arestatement to beginning net assets.

The university also changed its method of accounting for accumulated federal capital
contributions associated with its federal loan programs. At June 30, 2001, industry
practice required the reporting of these amounts as a fund balance. During the year
ended June 30, 2002, industry practice changed, and these amounts were to be
reported as a liability. As a result, for the year ended June 30, 2002, beginning net
assets were reduced by $33,764,402.98.

SUBSEQUENT EVENTS

William F. Bowld Hospital

The university is negotiating with the Methodist Healthcare-Memphis Hospitals to
manage and operate the William F. Bowld Hospital and subsequently merge the
William F. Bowld Hospital operations into the downtown operations of the Methodist
Hospital.
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